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fromPakistan,,1by Lyn Squire,I. M. D. little andM. Durdag(henceforthsimply
SLD) is animportantcontributionfortworeasons.Firstly,it representsthefirst
majorstepbytheWorldBankto provideacomprehensivesetof shadowpri~esfor













This paperis an extendedcommenton the.methodsemployedby SLD to
derivetheshadowpricesfor usein examiningsomeofPakistan'seconomicpolicies.
TheSLDpaperis quiteclearthatit doesnotpurportoprovidedefmitivestimates
of shadowpricesfor Pakistan. Yet, oncetheutilityof shadowpriceanalysesof
policiesis demonstrated,asSLD convincinglydoes,thequestionremainswhether'
shadowpricescanbeestimatedwithadegr.:eof accuracythatpermitsmeaningful
judgementso berenderedon policyalternatives.In essencethispaperaskstwo
questions:howcloseto thetrutharetheSLDestimatesof shadowprices,andhow
closeto thetruthcanwecomein Pakistanwiththeavailabledata? Anearlierver.
sionof thepresentpaper[8,henceforthSLD*] concludesamongotherthings,that
theaccountingrateof interest(ARI) in labour-abundant,capital-scarcePakistanis
*The author is ProgramHead, InternationalManagementStudies,The Universityof
TexasatDallas,Dallas,Texas(USA).
1Thispaperappearsin thebeginningof thisissue,
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between1and2percent.In theversionpreparedforthisvolume,theauthorsback
awaysomewhatfromtheirearlierestimateandchooseto experimentwithavariety
of ARI's rangingfrom2to8percent.Yet,asismadeclearinsectionIII of theSLD
paper,thesocialbenefitsof foreignborrowingarenegativeorpositivedependingon




andempiricalproblemsin calculatingshadowpricesnot addressedfully in either
SLD or SLD* butwhichneedto besortedout beforemeaningfulseof shadow
pricescanbemadeinbothprojectandpolicyanalysis.
calsystemif theyarecalleduponto supportlargeredistributionsto lowerincomegroups.
TheValueofPublicIncome(V)
As notedin footnote4 of SID, thevalueof publicincomerelativeto the
marginalutilityof consumptionat theaveragel velof consumptionhasbeenesti-
matedon thebasisof publicexpendituredata. In SLD* theauthorsestimated
VC/IC onthebasisof threetypesofpublicexpenditure.TocalculateV onthebasis
of publicexpendituresaloneis to playHamletwithonlyhalfaprince. In termsof
economiclogic,taxrevenueandtaxincidencemustfigureintothecalculationofV




net fiscaltransfer. Thenet transferwouldbethetaxespaid(eitherimplicitly
throughmanipulatedpricesor explicitly)lessbenefitsfromthefiscalsystem(in
















of SLD* is theextremelylowvaluefortheARI - between1and2percentdepend-
ingon thevalueof n thatoneassumes.. If correct,anARI socloseto zeromay
meanthatIslamiceconomistsarerightonbothethicalandempiricalgrounds.How-
ever,otherresearchershaveestimatedhigherdiscountratesforPakistan- 10-13
percent[12]and8percent[4] - buttheirdefmitionsof theARI havealsobeen




tor (q). Theproblemsof estimatingthemostimportantof theseparametersareexaminedbelow.
TheValueofn
Thesocialelasticityof themarginalutilityofconsumption( )isnotestimated
butratherassumedby projectanalystsor assertedbypolicymakers.It isdifficult
toknowwhatis alargeor asmalln exceptbyworkingoutwhataparticularvalue
impliesin termsof theweightsorbyobservingitsapplicationi actualprojectwork.
An n of 1 impliesthatconsumptionby thoseattwicetheaveragel velof consump-
tionis onlyonefourthasvaluableasconsumptionby someoneathalftheaverage
levelin SLO,n is assumedto beeither1or 2,butit wouldappearequallyplausible
forPakistanin therangebetween0.5and1.0.
TheValueof theCRI
TheCRI is thesumof twoterms:theftrst,thepurerateof timepreference
andasecondtermthatistheproductof theelasticityofmarginalutility(n)andthe
rateof growthin realpercapitaconsumption.Thepurerateof timepreferenceis,
liken,anothersubjectivet rmaboutwhichit isdifficulttohaveanypriornotionsof




An evenhigherateof growthis incorporatedin thelatestversionof theFifthFive
YearPlan. The1972-75periodusedbySLDisbothtoo,,$bortandtoounrepresent-
ativeof thepastandfuturepatternsof realpercapitagroWth.
A goodplacetobeginin arrivingatanestimateof q is theaveragereturnto
capitalin manufacturing.An averagereturnis clearlynota marginalreturn,but
howin practiceis amarginalreturnto becalculated?Isit literallytheleastprofit-
ableinvestmentproject- thewhitestof thewhiteelephantswhoserateissurelyto





ly differentfromtheaveragesocialreturnto capitalin theprivatesector. One
wouldcertainlyexpectpublicinvestmenttohavealowersocialreturnthanprivate







totalvalueaddedfor thelarge-scales ctorof 14,438millionrupees.Thetwofig-
uresfor large-scalevalueaddedarenot comparablebecausetheCMI valueis at
marketpriceswhilethenationalincomevalueis at factorcost. The1975-76CMI
providesummarydataonlyandtheportionaccountedfor byindirectaxesisnot


















If thevalueofn ishalvedandthevalueofgisdoubled,theproductof thetwo






of theprofitsof publicsectorinvestments.In practice,however,it is estimated
simplyasthemarginalpropensityof thegovernmentto invest. Thecominglingof
taxrevenueswithinvestmentincome.of governmentfirmsrendersthequestionof






Perhapsthemostcriticalvariableof allin thedeterminationf theARI is q,
themarginalproductof capitalin thepublicsector.In SLD*,theauthorsestimate
q to bein therangeof 5-7 percentbasedondataof theBoardof IndustrialManage-
ment(BIM)firms. Theproceduresu edtocalculateqfromtheBIMdataappearto
yielda downwardbiasbutthereis anevenmoreimportantreasonfor questioning
theuseof theBIM datain thecalculationofq. TheBIMfirmsdonotrepresentthe
totalcapitalstockof publicfirms,norevena representativesampleofpublicfirms.
Also, the returnsfromtheseinvestmentsdo not representpubliclyappropriate
revenues.
The firmsunderBIM managementweretakenoverin 1972,initiallywithout
anycompensation.Ownersretainedmanyof theirrights,includingtherightto
receivedividends,andthepayoutratehasbeenquitehigh- averagingmorethan60






BIM's investmentswere,by-and-large,in capital-intensive,low capacityutilization
sectors. If thedecisionhadbeenmadeto take-overtheprofitablecottontextile
sector,forexample,w~uldit havebeencorrectoconcludethatqwasmuchhigher?
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matesmadeaboveon thebasisof thenationalincomeaccountsdata. Thisis










wasnotanatypicalyear. A three-yearverageofVAFC centredonthisyearyields
14,282millionrupeesanda trendlineestimatecoveringFY70-FY77 givesafigure
of 13,621,or only6 percentbelowtheactuallevel. Secondly,asnotedbyKhan
[5], profitshavebeerunderstatedin Pakistanto avoidtaxation. Theofficial
estimateof theunder-statementis 18percentbutit is notknownwhichconceptof
profitshasbeenemployednorhowoverallvalueaddedwouldbeaffectedbyadjust-
ingprofitsupward.Ontheotherhand,tworecentpapersbySwati[10;11]suggest
thatvalueaddedin industryhasbeenoverstatedin recentyearsby asmuchas20
percentbecauseof theinclusionof somematerialinputsin thereportedCMI value
addedanderrorsin thecomputationof industrialpriceindices.
The returnsto capitalare,of course,inflatedbecauseof tariffprotection.
Protectionlevelsarenot asgreatnowcomparedto thepre-devaluationperiodbe-
causeof thesharpreductioni theovervaluationftherupee.Still,industryispro-
tectedandanestimateof theaveragel velof effectiveprotectionfortheindustrial
sectorasawholeisneededforconvertingmarket-pricer turnsto capitaltoworld-
pricereturns. In Table1oftheAppendixIII toSLD*,theratesofactualincidence







ducerfallsshortof theamountofficiallydeclared.In anyevent,it wouldappear
















z = s.Zw+ (1- s)Zp
2Seethepapercontributedby GuisingerandSChydlowskyto [3] .
where Z istheeffectweprotectiontovalueadded,
Zw' Zp aretheratesof effectiveprotectiontowagesandcapitalreturns,
respectively,and
s istheshareofwagesinvalueadded,bothvaluedatworldprices.













returns. Thus,valueaddedat domesticmarketpricesis 15,251niillionrupees
(5,000 + 10,251).Thereturnsto capitalmeasuredatborderpriceswouldthen












Fortunately,a specialsurveyof capitalstockwasundertakenby thegovern-
mentin 1967-68 andtheresultsof thissurveyfor large-scalemanufacturingare
showninTable1below.







a 15.1percentrateof returntocapitalimpliesa12.5percentinternalrateof return
tocapital.







If onetakesthealternativevaluesuggestedabovefortheCRI (4:5to 5per-
cent),s (0.35)andr (12.5percent),theARI rangesfrom7.3to 8.3percent.An
ARI of 8 percentismorein linewiththemarket-clearingdiscountratethatwould.
equateinvestmentdemand(thesupplyofeconomicallyprofitableprojects)withthe
supplyof investiblefundsthantheSID estimateof 2percent.Moreover,8percent
alsomorenearlyapproximatestheeffectivemarginalrealborrowingrateabroadthan
doesthe2 percentrate. Someeconomistshavearguedthatthemarginalcostof









ingon whethereplacementor originalcostvaluesareusedfor 1967-68.These
valuesaremultipliedby 0.8to adjustforthetariffsandscarcitymarginsprevailing
beforethe1972devaluation.Somec.apitalgoodsitemswerenotdutiableandmost









cost 8344 27 30,904
2. Stockatoriginalcost 5189 27 19,219
3. 1968-69 1003 94 1097 29 3,783
4. 1969-70 1208 179 1387 30 4,623
5. 1970-71 1224 68 1292 33 3,915
6. 1971-72 1016 99 1115 42 2,655
7. 1972-73 763 111 874 70 1,249
8. 1973-74 697 382 1079 86 1,254
9. 1974-75' 990 1065 2055 100 2,055
1 + (3 to 9) 50,438




Private Public Total Private Public Total
Buildings 1164 83 1247 1946 104 2050
Machinery 3518 192 3710 5575 236 5811
Other 223 9 232 472 11 483- - - - - .-
4905 284 5189 7993 351 8344
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